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 the Greenbook l a y s  o u t  what i s .  i n  many r e s p e c t s .  a f a i r l y  

a t t r a c t i v e  b a s e l i n e  s c e n a r i o .  Economic growth s l o w s  s h a r p l y  f r o m  t h e  

f i r s t - q u a r t e r  pace ,  bu t  it remains s t r o n g  enough t o  hold t h e  

unemployment r a t e  below 5 p e r c e n t .  i?l though t h e  unde r ly ing  d i r e c t i o n  

of i n f l a t i o n  i s  up f r o m  h e r e .  t h e  r i s e  i s  g r a d u a l .  Indeed,  thanks  t o  

f a v o r a b l e  developments i n  t h e  food and energy  s e c t o r s .  and wi th  a 

l i t t l e  h e l p  f r o m  t e c h n i c a l  changes t o  t h e  i n d e x ,  h e a d l i n e  CPI 

i n f l a t i o n  on ly  nudges t h e  3 p e r c e n t  mark n e x t  y e a r .  

To be s u r e ,  we’ re  s t i l l  say ing  t h a t  y o u ’ l l  probably need t o  

r a i s e  i n t e r e s t  r a t e s  f u r t h e r  i f  you wish t o  keep i n f l a t i o n  i n  check. 

But. accord ing  t o  our f o r e c i s t .  you could d e l a y  a c t i o n  f o r  some time 

x i t h o c t  f e a r i n g  t h a t  evenTs would s e r i o u s l y  undsrmine w h i t  c u r r z - t l y  

seems to b e  c o n s i d e r i b i e  p u b l i c  conf idence  t h a t  i n f l a t i o n  w i l l  remain 

moderate v e l l  i n t o  t h e  f u t u r e .  

On t h e  o t h e r  hand. we’ve a l s o  warned t h a t ,  i f  our f o r e c a s t  i s  

;jrong. t h e  g r e a t e r  r i s k  i s  t h a t  aggrega te  demand w i l l  prove mori 

buoyant and produce more t roublesome i n f l a t i o n a r y  p r e s s u r e s .  There 

a r e  t w o  components t o  t h i s  assessment .  The f i r s t  r e l a t e s  t o  t h e  

p rospec t s  f o r  agg rega te  demand i t s e l f .  t h e  second t o  how s t r o n g e r  

demand might t r a n s l a t e  i n t o  g r e a t e r  i n f l a t i o n .  

I n  t h e  i n t e r e s t  of conserv ing  t i m e .  I won’t  dwell  on t h e  

second i s s u e .  I n  a n u t s h e l l ,  w e  b e l i e v e  a t i g h t  l a b o r  market a l r eady  

has generated an up tu rn  i n  compensation i n f l a t i o n - - a n d  t h a t ,  were it 

not f o r  t h e  a p p r e c i a t i o n  of t h e  d o l l a r .  w e  would have seen a s l i g h t  

i n c r e a s e  i n  c o r e  consumer i n f l a t i o n .  With t h e  d o l l a r  presumed t o  have 

topped o u t ,  t h a t  e x t e r n a l  i n f l u e n c e  i s  about t o  t u r n  less f a v o r a b l e .  
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W i t h i n  our a n a l y t i c a l  framework. one c o u l d  p a i n t  a more 

s a n g u i n e  i n f l a t i o n  o u t l o o k  by p o s t u l a t i n g  some p o s i t i v e  s u p p l y  shocks ,  

F o r  example .  t h e  economy c o u l d  be  on t h e  v e r g e  o f  the l o n g - a w a i t e d  

p r o d u c t i v i t y  payof f  f rom t h e  i n v e s t m e n t s  i n  i n f o r m a t i o n  t e c h n o l o g y .  

O r  t h e  d o l l a r  c o u l d  resume i t s  u p t r e n d  and c o n t i n u e  t o  make it cheaper  

t o  t a p  f o r e i g n  s o u r c e s .  B u t .  w e  a l s o  c o u l d  r e a d i l y  p o s t u l a t e  

u n f a v o r a b l e  d e v e l o p m e n t s .  s u c h  a s  c r o p  s h o r t f a l l s  o r  d i s r u p t i o n s  o f  

Midd le  E a s t e r n  o i l  s u p p l i e s .  

. ~. 

What I ’ d  l i k e  TO d o  i s  p u t  a s i d e  f o r  n0.d t h i s  s e t  o f  

q u e s t i o n s  r e l a t i n g  t o  t h e  s u p p l y  s i d e  o f  t h e  e q u a t i o n  and r e t u r n  t o  

t h e  m a t t e r  o f  a g g r e g a t e  demand. I n  p a r T i c u l a r ,  I want  t o  t a l k  a b o u t  

t h e  p r o s p e c t s  f o r  o L t p u t  g rowth  and why we b e l i e v e  t h a t  t h e  

d i s t r i b u r i o n  o f  r i s k s  s u r r o u n d i n g  o u r  b a s e l i n e  f o r e c a s t  con t inus :  t~ 

b e  skewed t o  t h e  u p s i d e .  
. 1  . T h i s  i s  g e t t i n g  t o  b e  2n e x c e s s i v e l y  f a m i l i a r  r e f r a i n .  xe V E  

been  say i r .g  t h e  same t h i n g  f o r  a good nany months now, and ,  f r a r . x y ,  I 

d o n ’ r  g e t  a l o t  o f  g r a t i f i c a t i o n  f rom g e t t i n g  o n l y  t h e  e r r o r s  r i g h t .  

S o .  i n  f r a m i n g  o u r  l a r e s r  p r o j e c t i o n .  w 2  c e r t a i n l y  t r i e d  t o  assu:e 

o u r s e l v e s  t h a t  what  w e  were  w r i t i n g  down i s  t h e  nos?  l i k e l y  outcome 

under  t h e  assumed mone ta ry  p o l i c y .  

1 -  

What w e  a r e  f o r e c a s t i n g  i s  t h a t  growth o f  r e a l  GDP. which h a s  

been  4.1 p e r c e n t  o v e r  t h e  p a s t  f o u r  q u a r t e r s .  w i l l  s l ow t o  2 . 2  p e r c e n t  

ove r  t h e  e n s u i n g  f o u r .  

accoun ted  f o r  b y  a swing  i n  i n v e n t o r y  i n v e s t m e n t .  which c o n t r i b u t e d  

h e a v i l y  t o  o u t p u t  g rowth  i n  t h e  y e a r  ended in t h e  f i r s t  q u a r t e r .  and 

is p r o j e c t e d  t o  r e t a r d  g rowth  a p p r e c i a b l y  i n  t h e  coming y e a r .  

r ema inde r  o f  t h e  s l o w i n g  i s  a t t r i b u t a b l e  t o  v a r i o u s  components o f  

More t h a n  h a l f  o f  t h i s  d e c e l e r a t i o n  i s  

The 
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f i n a l  s a l e s .  none o f  which i n d i v i d u a l l y  makes an e s p e c i a l l y  remarkable 

c o n t r i b u t i o n .  

-Now. g iven  t h e  dynamics o f  t h e  economy. one -can ’ t  look  a t  

i n v e n t o r i e s  and f i n a l  demand s e p a r a t e l y  i n  a s s e s s i n g  t h e  p l a u s i b i l i t y  

o f  t h e  f o r e c a s t .  A s  we i n d i c a t e d  in t h e  Greenbook. it would seem 

unreasonable  t o  expec t  t h a t  f irms w i l l  con t inue  i n d e f i n i t e l y  t o  

accumulate  s t o c k s  a t  t h e  5 percen t  annual r a t e  o f  t h e  f i r s r  q u a r t e r .  

B u t .  if f i n a l  demand were t o  f a i l  t o  d e c e l e r a t e  a s  we’ve f o r e c a s t ,  

t h e n  i n v e n t o r y  investment  c e r t a i n l y  could run c l o s e  t o  t h a t  pace f o r  a 

y e a r  wi thout  pushing  s t o c k - s a l e s  r a t i o s  t o  burdensome l e v e l s .  Indeed. 

such s t r o n g  demand growth could w e l l  l e a d  t o  c i rcumstances  i n  which 

supply  channels  were s t r a i n e d  and f i rms  r a i s e d  t h e i r  t a r g e t  inventory  

r a t i o s  TO i n s u r e  a g a i n s t  s t o c k - o u t s - - i f  n o t  a s  a hedge a g a i n s t  r i s i n g  

c o s r s .  

S o ,  it a l l  w o u l d  seem t o  come down to wherher it i s  

r e i s o n a b l e  t o  fo recasT .  2s we have ,  t h a t  f i n a l  s a l e s  w i l l  grow 2 - 1 1 2  

percen t  over  t h e  coming y e a r ,  insyead o f  3 - 1 / 4  percenr  a s  i n  t h e  l a s y .  

There a r e  a number o f  elements of t h e  economic and f i n a n c i a i  p i c t u r e  

t h i 1  l e a d  us t o  t h i n k  t h a t  demand w i l l  s l o w  t o  t h i s  moderate degree .  

One i s  t h a t  w e  have seen  h e f t y  growth i n  r e a l  o u t l a y s  f o r  consumer and 

producers ’  d u r a b l e s  i n  t h e  p a s t  few yea r s .  and t h e  l e v e l s  of  

investment  a l r e a d y  a r e  s u f f i c i e n t  t o  a l low s t o c k s  t o  grow a t  a good 

c l i p .  S i m i l a r l y ,  i n  t h e  housing market. b u i l d i n g  i s  widely viewed a s  

having run f o r  a wh i l e  now a t  a pace somewhat above what one might 

ex)ec t  t o  b e  s u s t a i n e d ,  given demographic t r e n d s .  Nominal i n t e r e s t  

r a t e s ,  which had dropped dur ing  1 9 9 5 ,  g e n e r a l l y  rose  f r o m  l a t e  1995 t o  

e a r l y  1997--and r e a l  r a t e s  probably rose  s t i l l  more. judging  by 

surveys  o f  i n f l a t i o n  e x p e c t a t i o n s ,  e s p e c i a l l y  longe r - t e rm 
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expectations. And the dollar rose considerably over the past year, 

which should weigh on net exports in coming quarters. 
.. 
We think these are. cumulatively. reasonably persuasive 

arguments for expecting growth of final demand to slow. Of course, 

one might have told some of these same stories prior to the surge of 

the past couple of quarters. In fact. we did! But. in the interim, 

the stocks of real assets have only grown larger, and much of the 

dollar’s run-up has occurred just since last fall. 

What gives us pause, however, and causes us to continue 

emphasizing the upside risks to aggregate demand. is some of the other 

developments that have occurred in the interim. Business sentiment 

appears to have improved. And indexes of consumer sentiment have 

skyrocketed--to an unprecedented level in the case of last Friday’s 

preliminary Michigan SRC survey for May. Perhaps reflecting those 

moods. or contributing to them, the stock market has soared to new 

heights. adding to household wealth and lowering the cost of eouity 

capital for corporations: indeed, last week. we saw some hints that 

the I P O  market, which has been in a lull, might be starting to revive. 

Banks. though becoming more chary of lending to marginal consumers, 

have become still more aggressive in seeking business loans. 

commercial real estate market is showing ever more signs of booming. 

The 

A number of these factors are in the nature of “animal 

spirits.” Their force is hard to gauge. and they could also prove 

fragile and ephemeral. 

concerned that we haven’t made adequate allowance for them in our 

baseline forecast than that we*ve overestimated their significance. 

We certainly see the risk of their imparting some extra Cyclical 

momentum to demand as greater than the probability that the economy 

But they are there now, and we would be more 
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w i l l  go f l a t  i n  t h e  nea r  t e r m .  And. if t h a t  ups ide  r i s k  were t o  

m a t e r i a l i z e .  it l i k e l y  would t a k e  a p r e t t y  sha rp  p o l i c y  move t o  avoid 

a s i g n i f r c a n t  d e t e r i o r a t i o n  o f  t h e  i n f l a t i o n  outlook-. 
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Contributions to Real GDP Growth 
(Percentage Points) 

1996:Ql- t997:Ql- 
1997:Ql 1998:Ql Deceleration 

GDP 

Inventory investment 

Final Sales 

PCE 
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Residential investment 
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Net exports 

4.1 
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1.9 

1 .o 
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.2 

-.5 

1.9 

1.1 

.8 

.3 

.1 

.1 

1 

.1 

NOTE: Based on staff estimates of 1997:Ql GDP. Contributions do not sum 
precisely to the totals owing to rounding and residuals. 




